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The Indirect (and likely unintended) Consequences of
the Deep-Sea Horizon Drilling Ban

Reports that the United States Government is set to issue a new ban on deep sea drilling in
U.S. waters' in response to the Deepwater Horizon oil spill, could cause a further spate of force
majeure claims under drilling contracts in the Gulf of Mexico. Press reports indicated that at
least one drilling contract has already come before the Louisiana courts in connection with
such claims. Other consequences of the drilling ban could include wasted operating costs,
wasted rent during a non-productive period of the lease, loss of future production, and even the
reclassification of reserves if production from fields becomes less likely.

What is the upshot for companies affected by the drilling ban or similar government action
elsewhere?

Force Majeure provisions in drilling contracts

The purpose of force majeure clauses is to legislate the consequences of a party’s failure to
perform contractual obligations as a result of circumstances over which it has no control. FM
Clauses, as they are known, typically permit parties faced with such an event to suspend
performance for a reasonable period of time, and ultimately to end the contract altogether if the
disruptive event continues for a lengthy duration.

What constitutes a force majeure event normally depends on the definition adopted by the
parties. While government decrees, such as the US drilling ban, as well other changes in

laws prohibiting certain activities, are often included in contractual definitions of force majeure
events, this will depend on the language employed in a given contract. In the case of offshore
drilling contracts, many (such as those based on IADC models) expressly recognise government
legislation or decree as potential force majeure events. To successfully invoke a force majeure
clause the party relying on it must be able to show that its inability to perform is caused by the
force majeure event.

Where a force majeure clause is successfully invoked, the contract normally spells out the
consequences for the parties. These will vary from contract to contract, but many drilling
contracts legislate for the suspension of performance for an interim period; the payment of a
“force majeure daily rate”; and the eventual termination of the entire contract if the force majeure
event continues for a lengthy or uncertain duration.

What if there is no force majeure clause?

Even where a contract contains no force majeure clause, changes in law that render its
performance impermissible or illegal, will likely excuse performance. Such changes could even
bring about the termination or discharge of the contract in its entirety, under the legal doctrines
of “frustration”, “illegality” or “impossibility”. Whether a temporary measure, such as the US
drilling ban, can bring about the end of a drilling contract will depend on a variety of such factors

as the length of the contract compared with the length of the measure.

If a contract is discharged in this manner, existing liabilities will normally remain due (for example
payment due for past performance), but all future obligations no longer bind the parties.

What will happen when the ban is lifted?

In theory, when the drilling ban is lifted, performance of drilling and related contracts could
simply resume. However, it is possible that the end of the moratorium will conclude with the
introduction of a new safety regime. If a new regime is introduced that renders performance
radically different from that which was contracted for, or significantly alters the economic burden
of performance, parties to contracts containing hardship clauses could be required to attempt
to renegotiate the contract, failing which the contract could be brought to an end.

The doctrines of frustration or impossibility could also operate in these circumstances to excuse
performance or even completely discharge future contractual obligations.
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Non-contractual recourse?

Companies dealing with the consequences of the drilling ban, or similar government action in
other areas might therefore find that much of the resulting losses or wasted expenditures are not
recoverable under the relevant drilling or other contracts.

Recourse against the government introducing the measure (the U.S. Government in the case of
the drilling ban) may be available through the domestic courts, although if the ultimate decree is
deemed lawful, any compensation available might be restricted.

Foreign companies controlled by foreign investors might also be able to bring international
arbitration claims against the relevant government pursuant to international investment treaties
between the ‘host’ and the relevant ‘home’ states. Companies would likely have to show that
they were treated unfairly and inequitably, or that their contractual rights were expropriated as a
result of the decree or measure in question.

Whether such arguments are available, or indeed whether the government actions could be
justified, for example because the measure necessary to safeguard the essential interests of the
state from immediate peril, as recognised under international law, would depend on the terms of
the treaty in question and surrounding factual circumstances.

Companies might also consider the applicability of any political risk or other business
interruption insurance policies they have taken.

Conclusion

The oil and gas industry is accustomed to dealing with political risk. Having to deal with the
consequences of unexpected Government intervention in U.S. waters might nevertheless have
come as a surprise.

Parties facing losses as a result of the U.S. drilling ban should carefully consider the position
under relevant contracts, but might also look to their insurers or indeed to the US government
for any non-recouped losses.

It is to be hoped that as the leak is successfully plugged by BP, so can legal and commercial
uncertainties be reduced in the months to come.

1. The first moratorium was ruled unlawful by a US Federal Court: http://www.bbc.co.uk/news/10377836.
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About Reed Smith

Reed Smith is a global relationship law firm with nearly 1,600 lawyers in 22 offices throughout
the United States, Europe, Asia and the Middle East.

Founded in 1877, the firm represents leading international businesses, from Fortune 100
corporations to mid-market and emerging enterprises. Its lawyers provide litigation services
in multi-jurisdictional matters and other high-stakes disputes; deliver regulatory counsel; and
execute the full range of strategic domestic and cross-border transactions.

Reed Smith is a preeminent advisor to industries including financial services, life sciences,
health care, advertising, technology, media, shipping, energy trade and commodities, real
estate, manufacturing, and education.

The information contained in this Client Alert is intended to be a general guide only and not to be
comprehensive, nor to provide legal advice. You should not rely on the information contained in
this Alert as if it were legal or other professional advice.

Reed Smith LLP is a limited liability partnership registered in England and Wales with registered
number OC303620 and its registered office at The Broadgate Tower, 20 Primrose Street,
London EC2A 2RS. Reed Smith LLP is regulated by the Solicitors Regulation Authority. Any
reference to the term ‘partner’ in connection to Reed Smith LLP is a reference to a member of it
or an employee of equivalent status.

This Client Alert was compiled up to and including July 2010.

The business carried on from offices in the United States and Germany is carried on by

Reed Smith LLP of Delaware, USA; from the other offices is carried on by Reed Smith LLP of
England; but in Hong Kong, the business is carried on by Richards Butler in association with
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